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INTRODUCTION

The preceding sections of this publication discuss direct payments to
individuals for retirement, health, public assistance, employment, and disability
benefits provided through entitlement programs within the jurisdiction of the
Committee on Ways and Means. The Federal Government also provides benefits
to individuals through elements of the income tax set forth in the Internal
Revenue Code of 1986 (the Code). The Code is entirely within the jurisdiction
of the Committee on Ways and Means.

TAX PROVISIONS

Several different types of income tax provisions are available to provide
economic incentives. Examples include: exclusions, exemptions, deductions,
preferential rates, deferrals and credits. Measuring the amount of benefit
afforded by a tax provision is difficult. However, one way to measure the benefit
is to review the total estimated amounts excluded, exempted, or otherwise
afforded special treatment under various provisions of the income tax.

USE OF DISTRIBUTIONAL ANALYSIS

Analyzing the effectiveness of tax provisions at achieving their policy
goals often involves examining the distribution of benefits from the provisions
allocated by the income class of those who take advantage of the provisions. The
income concept used to show the distribution of tax expenditures by income
class is adjusted gross income (AGI) plus: (1) tax-exempt interest; (2) employer
contributions for health plans and life insurance; (3) employer share of FICA
taxes; (4) workers' compensation; (5) nontaxable Social Security benefits; (6)
insurance value of Medicare benefits; (7) alternative minimum tax preferences;
and (8) excluded income of U.S. citizens living abroad.

This definition of income includes items that clearly increase the ability
to pay taxes, but that are not included in the definition of AGI. However, it
omits certain items that clearly affect ability to consume goods and services
either now or in the future, including accrual of pension benefits, other fringe
benefits (such as military benefits, veterans benefits, and parsonage allowances),
and means-tested transfer payments (such as Aid to Families with Dependent
Children (AFDC), Supplemental Security Income, food stamps, housing
subsidies, and general assistance). The tax return is the unit of analysis. Table
13-1 shows the distribution of all tax returns for 2003 by income class.

Unless specifically indicated, all distributional tables exclude returns filed
by dependents. All projections of income and deduction items and tax
parameters are based on economic assumptions consistent with the December
2002 forecast of the Congressional Budget Office.
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TABLE 13-1 -- DISTRIBUTION BY INCOME CLASS OF ALL
RETURNS, TAXABLE RETURNS, ITEMIZED RETURNS, AND
INDIVIDUAL INCOME TAX LIABILITY FOR TAXABLE YEAR 2003

1 All Taxable Itemized .Ind1v1dua1
Income class ) income tax
returns returns returns o

liability
Below $10,000 21,365 957 280 -6,813
$10,000-$20,000 25,881 8,340 1,027 -10,358
$20,000-$30,000 21,135 10,251 2,108 1,110
$30,000-$40,000 17,274 11,866 3,137 17,003
$40,000-$50,000 12,776 10,007 3,620 24,438
$50,000-$75,000 23,139 20,868 9,904 82,140
$75,000-$100,000 13,574 13,337 8,953 86,609
$100,000-$200,000 13,241 13,185 11,080 190,989
$200,000 and over 3,490 3,485 3,281 369,055
Total 151,876 92,295 43,390 754,173

' The income concept used to place tax returns into classes is adjusted gross income plus: (1)
tax-exempt interest; (2) employer contributions for health plans and life insurance; (3) employer
share of FICA tax; (4) workers' compensation; (5) nontaxable Social Security benefits; (6)
insurance value of Medicare benefits; (7) alternative minimum tax preference items; and (8)
excluded income of U.S. citizens living abroad.

2 Includes filing and nonfiling units. Filing units include all taxable and nontaxable returns.
Nonfiling units include individuals with income that is exempt from Federal income taxation
(e.g., transfer payments, interest from tax-exempt bonds, etc.) Excludes individuals who are
dependents of other taxpayers with negative income.

Note- Money amounts in millions of dollars, returns in thousands. Detail may not add to total
due to rounding.

Source: Joint Committee on Taxation.

TAX PROVISION ESTIMATES

Table 13-2 provides various estimates for 37 tax provisions related to
retirement, health, poverty, employment, disability, and housing. These
provisions are examined in detail in this chapter including their legislative
history, an explanation of current law, and a brief assessment of their effects.

NET EXCLUSION OF PENSION CONTRIBUTIONS AND EARNINGS
LEGISLATIVE HISTORY

Prior to 1921, no special tax treatment applied to employee retirement
trusts. Retirement payments to employees and contributions to pension trusts
were deductible by the employer as an ordinary and necessary business expense.
Employees were taxed on amounts actually received as well as on employer
contributions to a trust if there was a reasonable expectation of benefits accruing
from the trust. The 1921 Code provided an exemption for a trust forming part of
a qualified profit sharing or stock bonus plan.

The rules relating to qualified plans were substantially revised by the
Employee Retirement Income Security Act of 1974 (ERISA), which added
overall limitations on contributions and benefits and other requirements on



TABLE 13-2 -- ESTIMATED TAX BASE EXCEPTIONS AND CREDITS UNDER THE PRESENT INCOME

TAX FOR VARIOUS ITEMS,1 CALENDAR YEARS 2003-2007
[In billions of dollars]

Item 2003 2004 2005 2006 2007 2003-07
Tax base exceptions related to:
Retirement:
Net exclusion of pension contributions and earnings 279.1 360.0 410.1 4354 450.3 1,934.9
Keogh plans 11.4 15.6 18.6 20.2 21.3 87.2
Individual retirement plans 42.7 56.7 67.5 74.3 81.3 3223
Exclusion of Social Security and railroad retirement benefits in excess
of employee share of payroll tax’ 3055 311.6 3132 3209 331.0 1,582.2
Health:
Exclusions of employer contributions for medical care, health
insurance premiums and long-term care insurance premiums’ 5619 6183 6774 7329 485.8 3,076.3
Exclusion of Medicare benefits:
Medicare Part 1652 1755 1875 199.0 209.6 936.8 o
Medicare Part B 1135 1185 1268 137.0 147.8 643.6 IS
Deductibility of medical expenses® 47.1 50.7 52.3 54.5 55.8 260.4
Deductibility of health insurance expenses of the self employed’ 19.6 21.6 23.6 25.5 27.3 117.7
Exclusion of accelerated death benefits 2.8 3.4 3.8 4.1 44 18.5
Health savings accounts 0.0 0.0 22 2.4 2.6 72
Poverty:
Exclusion of public assistance and SSI cash benefits 52.6 53.8 55.3 57.1 59.0 277.7
Employment:
Exclusion of employer-provided dependent care® 3.5 3.7 39 4.1 43 19.5
Employee stock ownership plans (ESOPs) 5.4 5.6 5.8 6.1 6.3 29.2
Exclusion for benefits provided under cafeteria plans’ 85.8 94.6 103.5  111.7 119.5 515.1
Elderly and Disabled:

Exclusion of workers’ compensation and special benefits for disabled
coal miners:
Workers’ compensation 332 36.0 37.4 38.5 39.8 184.9
Special benefits for disabled coal miners 0.3 0.3 0.3 0.3 0.3 1.4
Additional standard deduction for elderly and blind 12.8 13.6 144 15.1 15.8 71.7



Housing:
Deductibility of mortgage interest

Deductibility of property tax on owner-occupied housing
Exclusion of interest on State and local government bonds for owner-

occupied housing

Depreciation of rental housing in excess of alternative depreciation

system

Exclusion of interest on State and local government bonds for rental

housing
Families:

Qualified State tuition programs and Coverdell Education Savings

Accounts
Student loan interest deduction
Employer-provided adoption expenses
Tax credits related to:

Poverty:

Earned income tax credit:’

Nonrefundable portion

Employment:

Dependent care credit

Work opportunity tax credit

Welfare-to-Work tax credit
Elderly and Disabled:

Tax credit for elderly and disabled
Housing:

Low-income housing tax credit
Families:

Child tax credit’

HOPE Credit and Lifetime Learning Credit

Adoption credit

362.9
154.4

33
12.6
0.7

0.2
0.6

2.7
34

0.1

4.1
44.1

0.1

376.8
165.4

33

0.7

0.2
0.7

2.8
33

0.1

43
44.1

0.1

392.1
176.1

3.4
15.0
0.7

0.2
0.8

3.1

2.5
0.1

4.5
32.1

0.1

409.5
186.5

3.4

0.7

0.3
0.8

3.1

2.3

4.7

315
43
0.2

426.3
196.3

3.5

19.5

0.8

0.3
0.8

32

2.2

4.9

30.9
43
0.2

1,967.6

878.7

17.0

77.6

3.6

1.2

3.7
0.1

14.9
13.7
0.3
0.1
22.5
182.7

21.5
0.7
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TABLE 13-2 -- ESTIMATED TAX BASE EXCEPTIONS AND CREDITS UNDER THE PRESENT INCOME TAX

FOR VARIOUS ITEMS,' CALENDAR YEARS 2003-2007-continued
[In billions of dollars]

! Estimates of exclusions and deductions represent changes in the tax base; they do not measure changes in tax liability. Tax effects of provisions are
not comparable.
% In addition to OASDI benefits for retired workers, these figures also include disability insurance benefits, and benefits for dependents and survivors.
* Estimate includes employer-provided health insurance purchased through cafeteria plans and health care spending through flexible spending
accounts.
* Amounts reported on tax returns in excess of the medical deductions floor (7.5 percent of adjusted gross income).
> Amounts deductible from gross income (60 percent of health insurance expenses in 2001, 70 percent in 2002, and 100 percent in 2003 through
2005). Remaining amounts are deductible on Schedule A with other itemized medical expenses.
¢ Estimate includes employer-provided child care purchased through dependent care flexible spending accounts.
" Estimate includes amounts of employer-provided health insurance purchased through cafeteria plans and employer-provided child care purchased
through dependent care flexible spending accounts. These amounts are also included in other line items in this table.
¥ Less than $50 million.
® The amount of child tax credit and earned income tax credit used to offset taxes other than income tax or paid out in refunds is: $40.9 billion in
2003, $41.5 billion in 2004, $39.6 billion in 2005, $39.8 billion in 2006, and $40.0 billion in 2007.
Note- Details may not add to totals due to rounding.
Source: Joint Committee on Taxation.
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minimum participation, coverage, vesting, benefit accrual, and funding. Many
revisions of these rules have been made since 1974. Since ERISA, Congress has
also acted to broaden the range of qualified plans. In the Revenue Act of 1978,
Congress provided special rules for qualified cash or deferred arrangements
under section 401(k). Under these arrangements, known popularly as 401(k)
plans, employees can elect to receive cash or have their employers contribute a
portion of their earnings to a qualified profit sharing, stock bonus, or pre-ERISA
money purchase pension plan.

An employee stock ownership plan is a special type of qualified plan that
is designed to invest primarily in securities of the employer maintaining the
plan. Certain qualification rules and tax benefits apply to employee stock
ownership plans that do not apply to other types of qualified plans.

EXPLANATION OF PROVISION

In General

Under a plan of deferred compensation that meets the qualification
standards of the Internal Revenue Code (sec. 401(a)), an employer is allowed a
deduction for contributions to a tax-exempt trust to provide employee benefits.
Similar rules apply to plans funded with annuity contracts. An employer that
makes contributions to a qualified plan in excess of the deduction limits
generally is subject to a 10-percent excise tax on such excess (sec. 4972).

The qualification rules limit the amount of benefits that can be provided
through a qualified plan and require that benefits be provided on a basis that
does not discriminate in favor of highly compensated employees. In addition,
qualified plans are required to meet minimum standards relating to participation
(the restrictions that may be imposed on participation in the plan), coverage (the
number of employees participating in the plan), vesting (the time at which an
employee's benefit becomes nonforfeitable), and benefit accrual (the rate at
which an employee earns a benefit). Also, minimum funding standards apply to
the rate at which employer contributions are required to be made to defined
benefit plans to ensure the solvency of such plans.

If a defined benefit pension plan is terminated, any assets remaining after
satisfaction of the plan's liabilities may revert to the employer. Such reversions
are included in the gross income of the employer and are subject to income tax
plus an additional excise tax (sec. 4980). The excise tax is 20 percent if the
employer establishes a qualified replacement plan or provides certain benefit
increases. Otherwise, the excise tax is 50 percent. Transfers of excess assets can
be made from an ongoing defined benefit plan to pay certain retiree health
benefits if certain requirements are satisfied (sec. 420). The assets transferred
are not includible in the income of the employer or subject to the tax on
reversions.
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Minimum Participation Rules

A qualified plan generally may not require as a condition of participation
that an employee complete more than 1 year of service or be older than age 21
(sec. 410(a)).

Vesting Rules

In general a plan is not a qualified plan unless a participant's employer-
provided benefit vests at least as rapidly as under one of two alternative
minimum vesting schedules (sec. 411). More rapid vesting applies to employer
matching contributions. In addition, elective contributions to a section 401(k)
plan and after-tax employee contributions must be fully vested at all times.

Benefit Accrual Rules

The protection afforded employees under the minimum vesting rules
depends not only on the minimum vesting schedules, but also on the accrued
benefits to which these schedules are applied. In the case of a defined
contribution plan, the accrued benefit is the participant's account balance. In the
case of a defined benefit plan, a participant's accrued benefit is determined under
the plan benefit formula, subject to certain restrictions. In general, the accrued
benefit is defined in terms of the benefit payable at normal retirement age and
does not include certain ancillary nonretirement benefits.

Each defined benefit plan is required to satisfy one of three accrued
benefit tests. The primary purpose of these tests is to prevent undue backloading
of benefit accruals (i.e., by providing low rates of benefit accrual in the
employee's early years of service when the employee is most likely to leave and
by concentrating the accrual of benefits in the employee's later years of service
when the employee is most likely to remain with the employer until retirement)
(sec. 412).

Coverage Rules

A plan is not qualified unless the plan satisfies at least one of the
following coverage requirements: (1) the plan benefits at least 70 percent of all
nonhighly compensated employees, (2) the plan benefits a percentage of
nonhighly compensated employees that is at least 70 percent of the percentage
of highly compensated employees benefiting under the plan, or (3) the plan
meets an average benefits test (sec. 410(b)). In addition, a defined benefit plan is
not a qualified plan unless it benefits at least the lesser of: (1) 50 employees, or
(2) the greater of 40 percent of the employees of the employer or two employees
(or if there is only one employee, such employee) (sec. 401(a)(26)).

General Nondiscrimination Rule

In general, a plan is not a qualified plan if the contributions or benefits
under the plan discriminate in favor of highly compensated employees
(sec. 401(a)(4)).
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Limitations on Contributions and Benefits

The maximum annual benefit that may be provided by a defined benefit
pension plan (payable at age 65) is the lesser of 100 percent of average
compensation, or $160,000 for 2003 (sec. 415(b)). The dollar limit is adjusted
annually for inflation. The dollar limit is reduced if payments of benefits begin
before age 62 and increased if benefits begin after age 65. The maximum
contributions that may be made to a defined contribution plan with respect to a
participant is the lesser of 100 percent of the participant’s compensation, or
$40,000 for 2003 (sec.415(c)). The dollar limit is adjusted annually for
inflation.

Funding Rules

Pension plans are required to meet a minimum funding standard for each
plan year (sec. 412). In the case of a defined benefit pension plan, an employer
must contribute an annual amount sufficient to fund a portion of participants'
projected benefits determined in accordance with one of several prescribed
funding methods, using reasonable actuarial assumptions. Certain plans with
asset values of less than 100 percent of current liabilities are subject to
additional, faster funding rules.

Taxation of Distributions

An employee who participates in a qualified plan is taxed when the
employee receives a distribution from the plan to the extent the distribution is
not attributable to after-tax employee contributions (sec. 402). With certain
exceptions, a 10-percent additional income tax is imposed on early distributions
from a qualified plan (sec. 72(t)).

Failure to Satisfy Qualification Requirements

If a plan fails to satisfy the qualification requirements, the trust that holds
the plan's assets is not tax exempt. An employer's deduction for plan
contributions is only allowed when the employee includes the contributions or
benefits in income, and benefits generally are includable in an employee's
income when they are no longer subject to a substantial risk of forfeiture.

SIMPLE Retirement Plans

The Small Business Job Protection Act of 1996 created a simplified
retirement plan for small business called the Savings Incentive Match Plan for
Employees (SIMPLE) (secs. 408(p) and 401(k)(11)). SIMPLE plans may be
adopted by employers with 100 or fewer employees and who do not maintain
another employer-sponsored retirement plan. A SIMPLE plan can be either an
individual retirement arrangement (IRA) for each employee or part of a
qualified cash or deferred arrangement (401(k) plan). If established in IRA form,
a SIMPLE plan is not subject to the nondiscrimination rules generally applicable
to qualified plans and simplified reporting requirements apply. If adopted as part
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of a 401(k) plan, the plan does not have to satisfy the special nondiscrimination
tests applicable to 401(k) plans and is not subject to the top-heavy rules. The
other qualified plan rules continue to apply. SIMPLE plans are subject to special
rules regarding eligibility of employees to participate and special contribution
limits.

Other Employer-Sponsored Retirement Arrangements

Certain other types of employer-sponsored retirement plans provide tax
benefits similar to those provided under qualified retirement plans, including
tax-sheltered annuities (sec. 403(b) annuities), eligible deferred compensation
plans of State and local governmental employers (governmental sec. 457 plans),
and simplified employee pensions, referred to as “SEPs” (sec. 408(k)). Each of
these arrangements is subject to different requirements, including contribution
limits. These arrangements are not subject to many of the requirements
applicable to qualified plans.

Saver’s Credit

The Economic Growth and Tax Relief Reconciliation Act, “EGTRRA,”
provides a temporary nonrefundable tax credit for eligible taxpayers for
qualified retirement saving contributions, effective for taxable years beginning
after December 31, 2001, and before January 1, 2007. The credit is available
with respect to (1) elective deferrals to 401(k) loans, tax-sheltered annuities,
governmental 457 plans, SIMPLE retirement plans, or SEPs; (2) contributions to
a traditional or Roth IRA; and (3) voluntary after-tax employee contributions to
a tax sheltered annuity or qualified retirement plan. The amount of any
contribution eligible for the credit is reduced by certain distributions received
from these arrangements.

The maximum annual contribution eligible for the credit is $2,000. The
credit rate varies from 10 percent to 50 percent, depending on the adjusted gross
income (AGI) of the taxpayer. Taxpayers filing joint returns with AGI of
$50,000 or less, head of household returns of $37,500 or less, and single returns
of $25,000 or less are eligible for the credit. The AGI limits applicable to single
taxpayers apply to married taxpayers filing separate tax returns. The credit is in
addition to any deduction or exclusion that would otherwise apply with respect
to the contribution. The credit offsets minimum tax liability as well as regular
tax liability. The credit is available to individuals who are 18 or over, other than
individuals who are full-time students or claimed as a dependent on another
taxpayer’s return.

EFFECT OF PROVISION

The tax treatment of pension contributions and earnings has encouraged
employers to establish qualified retirement plans and to compensate employees
in the form of pension contributions to such plans. There are two potential tax
advantages of being compensated through pension contributions. One advantage



13-11
is the ability to earn tax-free returns to savings. When saving is done through a
pension plan, the employee earns a higher rate of return than on fully taxed
savings.! The second advantage is that an employee's tax rate may be lower
during retirement than during the working years.

These tax provisions directly benefit only persons who work for
employers with qualified plans and who work for a sufficient period of time
before their benefits vest in such plans. The current extent of this coverage and
recent trends in coverage are described below.

COVERAGE

The term “covered,” as used here, means that an employee is accruing
benefits in an employer pension or other retirement plan. The most recent data
regarding pension coverage is the March 2003 Current Population Survey. The
data referred to below come from that survey unless otherwise noted.

As of March 2003, 57 percent of the nonelderly full-time wage and salary
workers employed in the private sector reported that they worked in firms with
an employer-sponsored pension plan in 2002 (Table 13-3). Slightly less than
half (46 percent) of the full-time wage and salary workers employed in the
private sector were covered by an employer-sponsored pension plan.

Pension coverage varies substantially among full-time, privately
employed workers. Differences depend on the age of the worker, job earnings,
the industry of employment, and the size of the firm.

Younger workers are much less likely to be covered by a pension than
middle aged and older workers. Coverage rates rise steadily from 19 percent for
those under age 25 to about 60 percent for those between ages 40 and 60 before
falling off substantially for those over age 65. This pattern holds for both men
and women. However, the jump in coverage for middle aged men is slightly
larger than the increase for middle aged women (Table 13-4).

Higher paying jobs are more likely to offer pensions. Just 10 percent of
full-time private wage and salary workers earning less than $10,000 per year in
2002 were covered compared to 68 percent or more of those earning $50,000 or
more (Table 13-5). Coverage may be higher for higher paying jobs because of
the greater value of the pension tax benefits to workers in higher tax brackets
and because of the declining replacement rate of Social Security at higher
earnings levels.

' This applies to pension contributions made by employers. Employees may also be able to
contribute to qualified plans. Employee contributions may be made with aftertax dollars. If so, the
tax advantage given to these contributions is smaller than the tax-advantage given to employer
contributions, and consists of the deferral of tax on accumulated earnings.
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TABLE 13-3 -- EMPLOYER SPONSORSHIP AND EMPLOYEE
PARTICIPATION IN RETIREMENT PLANS, 2002

[Private sector wage and salary workers]
Percent covered

Total Full-time Part-time

Employer sponsorship

Employer sponsors plans 52 57 33

Employer does not sponsor plan 48 43 67
Employee participation

Employee participates 39 46 13

Employee does not participate 61 54 87
Number of workers, in thousands 118,146 94,611 23,535

Source: Congressional Research Service analysis of the Census Bureau's March 2003 Current
Population Survey.

TABLE 13-4 -- PARTICIPATION IN EMPLOYER-SPONSORED
RETIREMENT PLANS AMONG PRIVATE-SECTOR WAGE AND SALARY
WORKERS EMPLOYED FULL-TIME IN 2002,

BY WORKERS’ AGE

Percent participating

Worker's Age

Total Men Women

Under 25 19 19 20
25-29 37 36 38
30-34 44 44 44
35-39 49 49 49
40-44 53 53 52
45-49 55 57 53
50-54 58 60 55
55-59 57 59 54
60-64 54 54 53
65 or older 36 35 38

All workers 46 47 45

Source: Congressional Research Service analysis of the Census Bureau's March 2003 Current
Population Survey.

TABLE 13-5 -- PARTICIPATION IN EMPLOYER-SPONSORED
RETIREMENT PLANS AMONG PRIVATE-SECTOR WAGE AND SALARY
WORKERS EMPLOYED FULL TIME IN 2002, BY WORKER'S EARNINGS

Percent participating

Worker's Earnings

Total Men Women

Under $10,000 10 10 10
$10,000-14,999 16 13 19
$15,000-19,999 27 22 31
$20,000-24,999 35 29 42
$25,000-29,999 45 39 52
$30,000-34,999 51 47 56
$35,000-39,999 56 54 58
$40,000-49,999 62 61 65
$50,000-74,999 68 67 70
$75,000 or more 70 69 73

All workers 46 47 45

Source: Congressional Research Service analysis of the Census Bureau's March 2003 Current
Population Survey.
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Coverage is much lower for smaller firms. Smaller firms are less likely
to offer comprehensive fringe benefit packages as part of total compensation.
Only 19 percent of full-time private wage and salary workers in firms with
fewer than 10 employees are covered. The rate rises with employer size but does
not reach 46 percent (the average across all firm sizes) until firms have 100 or
more employees (Table 13-6).

Significant differences in coverage also are apparent between full-time
private wage and salary workers and other wage and salary workers. Coverage is
much lower among part-time workers and much higher among public
employees. Among part-time, private wage and salary workers, 13 percent are
covered. Seventy-two percent of public sector wage and salary workers are
covered including 80 percent of those who are full-time workers (Table 13-7).

TABLE 13-6 -- PARTICIPATION IN EMPLOYER-SPONSORED
RETIREMENT PLANS AMONG PRIVATE-SECTOR WAGE AND
SALARY WORKERS EMPLOYED FULL TIME IN 2002, BY SIZE OF
FIRM

. Percent participating
Size of firm (Number of workers) Total Men Women
Fewer than 10 19 18 19
10-24 28 30 27
25-99 41 42 39
100-499 50 51 49
500-999 57 60 55
1,000 or more 62 65 59
All workers 46 47 45

Source: Congressional Research Service analysis of the Census Bureau's March 2003 Current
Population Survey.

TRENDS IN COVERAGE

At the outset of World War 11, private employer pensions were offered by
about 12,000 firms. Pensions spread rapidly during and after the war,
encouraged by high marginal tax rates and wartime wage controls that exempted
pension benefits. By 1972, when the first comprehensive survey was
undertaken, 48 percent of full-time private employees were covered. Subsequent
surveys in 1979, 1983, 1988, and 1993 showed that coverage remained fairly
constant, never falling below 46 percent or rising above 50 percent. However,
the survey in 1998 showed a drop in coverage to 43 percent. The most recent
survey in 2003 showed coverage at 46 percent (Table 13-3).

For workers with pension coverage, there has been a shift away from
defined benefit plans. Of the private wage and salary workers covered by a
pension plan in 1975, 87 percent were covered by a defined benefit plan (Turner
& Beller, 1989, pp. 65 & 357). This proportion dropped to 83 percent by 1980
and to 71 percent by 1985. This proportion dropped even lower to 65 percent in
1993 (Department of Labor, 1994, tables A2, B1, B2). This shifting composition
has largely been the result of rapid growth in primary defined contribution plans.
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Employee stock ownership plans and 401(k) plans have been among the most
rapidly growing defined contribution plans.

TABLE 13-7 -- PARTICIPATION IN EMPLOYER-SPONSORED
RETIREMENT PLANS AMONG ALL WAGE AND SALARY
WORKERS IN 2002, BY SECTOR OF EMPLOYMENT

Percent participating
Sector of employment Total Full-time Part-time
All wage and salary workers 45 52 15
Men 46 51 10
Women 43 52 18
Private sector 39 46 13
Men 42 47 9
Women 37 45 15
Public sector 72 80 30
Men 74 80 21
Women 69 79 33

Source: Congressional Research Service analysis of the Census Bureau's March 2003 Current
Population Survey.

INDIVIDUAL RETIREMENT ARRANGEMENTS “IRAS”
LEGISLATIVE HISTORY

ERISA added section 219 to the Internal Revenue Code, providing a tax
deduction for certain contributions to IRAs and permitting the deferral of tax on
amounts held in such arrangements until withdrawal. Active participants in
employer plans were not permitted to make deductible IRA contributions.

The Economic Recovery Tax Act of 1981 expanded eligibility to
individuals who were active participants and increased the amount of the
permitted deduction. The Tax Reform Act of 1986 limited the full IRA
deduction to individuals with income below certain levels and to individuals
who are not active participants in employer plans. Individuals who are not
entitled to the full IRA deduction may make nondeductible contributions to an
IRA. The Small Business Job Protection Act of 1996 increased contributions
that can be made to the IRA of a nonworking spouse. The Health Insurance
Portability and Accountability Act provided that the early withdrawal tax does
not apply to withdrawals from IRAs: (1) for medical expenses that would be
deductible (i.e., to the extent that total medical expenses exceed 7.5 percent of
AGI); and (2) for health insurance expenses of unemployed individuals.

The Taxpayer Relief Act of 1997, effective for years beginning after
December 31, 1997, made the following changes to the IRA provisions: (1) the
income limits on deductible IRA contributions that apply to active participants
in an employer-sponsored retirement plan were increased; (2) the nonworking
spouse of an active participant in an employer-sponsored retirement plan may
make a deductible contribution of up to $2,000 to an IRA; (3) a new tax-free
nondeductible IRA, the Roth IRA, was added; and (4) the 10-percent early
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withdrawal tax was waived for distributions from IRAs for education and first-
time home buyer expenses.
The annual limit on aggregate IRA contributions was increased again by
The Economic Growth and Tax Relief Reconciliation Act of 2001
(“EGTRRA”).> EGTRRA also allows individuals who have attained age 50 to
make additional catch-up contributions to an IRA.

EXPLANATION OF PROVISION

Traditional IRAs

An individual who is an active participant in an employer-sponsored
retirement plan may deduct annual IRA contributions up to the lesser of $3,000
(for 2003) or 100 percent of compensation if the individual's adjusted gross
income (AGI) does not exceed certain limits.

The maximum deduction for IRA contributions for an individual who has
attained age 50 before the end of the year is increased by a certain dollar amount
($500 for 2003). (The maximum dollar limit on IRA contributions applies to
aggregate IRA contributions of an individual, including contributions to a Roth
IRA.)

If an individual (or the individual’s spouse) is an active participant in an
employer-sponsored retirement plan, the deduction is phased out for taxpayers
with adjusted gross income over certain levels for the taxable year. The adjusted
gross income phase-out limits for taxpayers who are active participants in
employer-sponsored plans are as follows:

Single Taxpayers

Taxable years beginning in: Phase-out range
2003 40,000-50,000
2004 45,000-55,000
2005 and thereafter 50,000-60,000
Joint Returns

Taxable years beginning in: Phase-out range
2003 60,000-70,000
2004 65,000-75,000
2005 70,000-80,000
2006 75,000-85,000
2007 and thereafter 80,000-100,000

The adjusted gross income phase-out range for married taxpayers filing a
separate return is $0 to $10,000.

An individual who is not an active participant, but whose spouse is, may
make a full deductible IRA contribution if the AGI for the couple does not
exceed $150,000. The deduction limit in such cases is phased out for AGI
between $150,000 and $160,000. An individual who is not an active participant

2 The provisions of EGTTRA generally do not apply for years beginning after December 31, 2010.
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in an employer-sponsored retirement plan may deduct IRA contributions up to
the limits described above without limitation based on income.

The investment income of IRA accounts is not taxed until withdrawn.
Withdrawn amounts attributable to deductible contributions and all earnings are
includible in income. A 10-percent additional income tax applies unless the
withdrawal: (1) is made after the IRA owner attains age 59%: or dies; (2) is made
on account of the disability of the IRA owner; (3) is one of a series of
substantially equal periodic payments made not less frequently than annually
over the life or life expectancy of the IRA owner (or the IRA owner and his or
her beneficiary); (4) is made to pay medical expenses in excess of 7.5 percent of
AGI or for health insurance premiums for unemployed individuals; or (5) is
made for first-time home buyer expenses (subject to a $10,000 lifetime cap) or
for qualified higher education expenses.

Nondeductible IRAs

An individual may make nondeductible contributions to a traditional IRA
to the extent the individual does not or cannot make deductible contributions to
an IRA or contributions to a Roth IRA. Earnings on contributions to a
nondeductible IRA accumulate tax free, and are includible in income when
withdrawn. The 10-percent early withdrawal tax applies to such earnings,
subject to the exceptions for IRAs as described above.

Roth IRAs

Individuals with adjusted gross income below certain levels may make
nondeductible contributions to a Roth IRA. The maximum annual contribution
that may be made to a Roth IRA is the lesser of a certain dollar amount ($3,000
for 2003) or the individual’s compensation for the year. An individual who has
attained age 50 before the end of the taxable year also may make catch-up
contributions to a Roth IRA up to a certain dollar amount ($500 for 2003). The
contribution limit is reduced to the extent an individual makes contributions to
any other IRA for the same taxable year. The maximum annual contribution
that can be made to a Roth IRA is phased out for single individuals with
adjusted gross income between $95,000 and $110,000 and for joint filers with
adjusted gross income between $150,000 and $160,000. The adjusted gross
income phase-out range for married taxpayers filing a separate return is $0 to
$10,000.

Qualified distributions from a Roth IRA are not includable in income.
Qualified distributions are distributions: (1) made after the 5-year taxable period
beginning with the first taxable year for which a contribution is made, and (2)
which are made on or after the date the individual attains age 592, are made to a
beneficiary on or after the death of the individual, are attributable to the
individual's being disabled, or are for a qualified special purpose distribution. A
qualified special purpose distribution is a distribution for first-time home buyer
expenses, as described above. Distributions that are not qualified distributions
are includible in income, to the extent earnings are included in the distribution,
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and are subject to the 10-percent tax on early withdrawal, unless an exception
applies, as described above for traditional IRAs.

Taxpayers with AGI of less than $100,000 may convert an IRA to a Roth
IRA at any time. If the conversion was made before January 1, 1999, the
amounts that would have been includible in income had the amounts converted
been withdrawn are includible in income ratably over four years. The 10-percent
tax on early withdrawals does not apply to conversions of IRAs to Roth IRAs.

EFFECT OF PROVISION

Use of IRAs expanded significantly when eligibility was expanded in
1982 to all persons with earnings and contracted correspondingly in 1987 when
deductibility was restricted for higher income taxpayers who were covered by an
employer-provided pension. The number of taxpayers claiming a deductible IRA
contribution jumped from 3.4 million in 1981 to 12.0 million in 1982 and
peaked at 16.2 million in 1985. In 1987, only 7.3 million taxpayers reported
deductible contributions. Since then, the number generally has continued to fall
(Table 13-8).

Upper-income taxpayers facing higher marginal tax rates receive more
benefit per dollar of IRA deduction than do low-income taxpayers facing lower
marginal tax rates. When IRAs were available to all workers, the percentage of
taxpayers contributing to an IRA was substantially higher among taxpayers with
higher income. For example, in 1985, 13.6 percent of taxpayers with AGI
between $10,000 and $30,000 contributed to an IRA compared with 74.1
percent of taxpayers with AGI between $75,000 and $100,000.

The decline in IRA use between 1985 and 1990 among those with AGI
between $10,000 and $30,000 appears to be larger than the reduction required
by the change in law since the restrictions on deductible contributions apply
only to a small fraction of taxpayers with AGI below $30,000.

Before EGTRRA, eligibility percentages and the real value of the IRA
contribution limits declined over time because prior law did not index the
contribution limits or the income eligibility limits for inflation. For example, the
real value of a $2,000 contribution declined more than 38 percent between 1986
and 2001 because of inflation. Under EGTRRA, the IRA contribution limit
increases to $5,000 in 2008 and is indexed for inflation (subject to the general
EGTRRA sunset for years beginning after December 31, 2010).

Congress established IRAs to allow workers not covered by employer
pension plans to have tax-advantaged retirement saving. Nonetheless, since
1981 IRA participation rates have been higher among t